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EX PARTE: Access Charge Reform CC Docket 96-262
Federal State Joint Board on Universal Service CC Docket 96-45 /

Dear Mr. Fishel,

On February 26, 1997 a group of financial analysts, Frank Governali of Credit Suisse/First Boston, Richard
Klugman of Goldman Sachs, Peter Kennedy of Morgan Stanley, Charles Shelke of Smith Barney, and I,
met with Tom Boasberg, Robert Pepper, Greg Rosston, Jon Garcia, Elliot Maxwell, of the FCC staff and
FCC Chairman Reed Hundt to discuss recent presentations by telecommunications companies to Wall
Street analysts and investor expectations of upcoming regulatory decisions in the access charge reform and
universal service dockets listed above. I have enclosed copies of the publications that the analysts issued
subsequent to the meeting. In accordance with the Commission’s rules, an original and two copies of this
notice are being filed.

Please let me know if you have any questions.
Sincerely yours,
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Pive sall-side analysts, including mysalt, met yestarduy, briefly, with Chairman Hundt, and at much
granser langth with his siaff. Thagonl of themesting was to gat Wall Street’s renction to the FCC's currene
thinking about access reform and universal servics, and specifically to test aur renction tn the idess In
Chairman FHundts spasch 10 NARUC on February 35*.

In Mo spasch, Chairman Hundt reiteratad the principles of the:August [ntersonnection Order and
focuned on same of the specific iterns that had been raised tn the spcass Notics of Proposad Rulemaking
(NPRM, 12/324/96). Hestated that he consid ws infrastructure compaetition most desirable, and heliaves
the best way 10 achleve that is ta enable new entrants to shars incumbenia’ facilities via rasnle,
unbundling, and interconnaction. Hereaffirmad his commitmant to universal servica, and his balisf that
accass reform muat be done simulimnecualy with universal service Spedfically he stated:

While he does not belisve in sepurate fedaml and siate Punds; he is inclined 10 aveid jurisdictional
Litigation by focasing the federal Universa] Servica Pund (USH) on intarsiate revenues only. We belleve
thatis lkaely to resultin » fairly small faderal USF and to be halpful to companies like Amaritech that are
net contribusars to the Pund, and not halpful ta othars ke BellSouthvar GTE thataralarge net takers from
the Fund. He continuss to be commitned mmcurhueeuwmmdmmm underlying

) ummmwmmbmvﬂmnwmmwmtmu He suggeeted the

namns FERC, fiat squitable rate charge, for the flat rats. He suggested that it might be impesad more
quickly arto a greater degres on second rasidential lines or on multibusiness lines than on firet residential

linea,

Houkdhmmmqnddkmdﬂmhmﬂngmm to forwasd looking coats, and
indicated Mitﬂﬂtmmumuumhm&mmmnnﬂyn originating raffic,
whmd\-mmhuad\daabmmbdmmummu“.whnhmm
in at the marey of someone elew’s choies. He also indicatad that initial acenss rate cuts at the originating
end might be smallar than ai the termingting end,

Like the accase cuts, the USP may be phased in. Inunddﬁdgmqfnbdddmumt&
simvultnneous process, he belteves the profits Iocl companies makis from, wiraless, publishing and long-
distance shauld be conaidered as offests to the “takings” from tha care bustness.

Healse commantiad with regard to Ball in-regien long distance sniry (section 271 entry) that he looks
to tha stntes for & recerd o competition in the state and that '!'hoqunlhyufdwmdmwuhy ach
2008 COMMINSIOn may be more important than the vots that comaission casts.”

The sell-sids group, almoet al) of whom currantly are recomumending RBOCs anyd othw LBCs rathwr

Mmﬁmﬁmﬂlmww to comment on teveral peints specifically:

On our expecmtiony for tluﬂmd-lmmmdcofm euuth of USF Aunding by IXCs: everyone
5009 10 expact an intisl cut of $1-2 billion in year ane, with sirrdiar cuts for ssveral years, for a total of
$7 billion in § years, No ane In the group would changs etings ver an initial eut of $3 billlan, as long
ne the § yuar taim] remains the same ov less.
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On the FERC: all fonl that tha ability to flatrate per minuce charges would be helpful © AT&T and
othar [XCs as long ns they could pass the charge through any way {t wans. It would enable it thar to '
lower per-minuts rates, which is helpful to higheand users, and placa a flat charge of small users. Wealse '
agread that passing the PERC through the long-distance bill 19 likely o result in more protest from :
consumers than passing it through the loeal bill, snce many consumers maka litile use of lang distanca.

Qur group agread that raising the SLC would be unpopular with Congrass but felt it would work better
with coneumars thamsalves.

The group was split on our sxpectations of when 271 entry would oceur, with mest of us expecting P
modt of tha entry in ‘98, The supporters of Bell stocks were clanr that their support of those stocks raltas N

. moest on thelr bellef that significant competition in the local market will develop dowly, much more [
slowly than the Bells’ entry into long distance in-region.

. smmsn

What we balieve the FCC took away frem tha mesting was a sanse that nccess cuts in the §$1-3 billian ;
range thds year would beaccepted calmly by the stack market, and that the FERC would be goad for bath '
loeal talcos xnd long distance carriers, but not for pure CAPs.

Wa continua to expect initial access cuts in tha $1-2 billion rangs, nat of univereal servies funding. .
Thay may well foeus mors an the terminating than criginating snd,  Wae sxpect additional preecriptive :
cuts over the naxt saveral yerrs unless the market iteaif takes down accass rights significantly. We sxpect i
a szl fadern] USP, ‘ ' !

We continue to recommend purchase of AT&T (T-§41).
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Pive sall-side Analysss, tncluding mysall, met yesiarday, briefly, with Chairman Hundt, and at much
graater langth with his siaff, Tha goal of themesting was to get Wall Street’s reaction ta the FCC's current
thinking about access reform and universal servics, and specifically to test our reaction to the idess In
Chairman HundVs spesch 10 NARUC on February 35°.

hmMMﬁwmmmmm«wAwmmnmm
focuned on same of the spectfic iveens that had been raised tn the secans Notics of Proposad Rulemmaking
ONPRM, 12/34/96), Hestated that he consid ers infmatructure competition most desirable, and helieves
tha best way to achieve that is ta anable new entrants to share incumbents’ facilities via tesale,
unbundling, and intercannection. Hereaffirmed his vormmitmant to universal servica, and his belisf that
access referm muat be done simulimnecusly with universal service Specifically he steted:

While he doas not believe in separate fedsmi and state Funds; he is inchined 1 aveid jurisdictional
Ligation by fecasing the fadsral Universa) Sarvica Pand (USE) ori interstate revenuaes only. Wa balisve
thatis kaly to resultin » fairly small faderal USE and to be halpfil to companies like Amariiech that are
net contributars to the Fund, and not helpful ta athers ke SeliSouthvar GTE thatare largenet takers from
the Fund. He continues to be commitied to restructuring sccess chargss in accordance with underlying

. casts, converting flxed coss currenily recovared on & per-minuts basis to flat rates. He suggeated the

name FBRC, flat squitable mte charge, far the flat rats. He suggested that it might be impasad more
quickly ar to a greatar degree on second rasidential linen or on multibusiness lines than on first residential
linaa,

mukdfwmmmddhmdﬁnnﬂmﬂngam to forwned looking coats, and
tndicated thatit might make sense to move to & markei-based Mmup‘lyu eriginating traffic,
whare the consumer has a choice about his local cartier than at the arminating end, whara the consumer
in at the marey of somaonse eles’s choiea. He also indicated that initial accass rade cuts at the anigimating
and might be smaller than at the termingting end.

Like the accase cuts, the USP may be phased in. haﬂdﬁlﬁmqfnbdddmum this
slmultansous precess, he balteves the profite Joeal companies maka from, wiraless, publishing and long.
distance shauld be considered as offsets te the “takings” from tha core business,

Healse commentad with ragaed te Ball in-region long distanceniry (section 271 antry) that he looks
to the sintes for & recerd o competition in the state and that 'm.qnaﬂtyafehcmeomwubyuh
site comminsion may be more important than the vots that camnsission casis.”

The sall-side group, almost all of whom cutvently are recomumending RBOCs any other LECs rather

Mmprlmdi-mplnmwukd to commant on several peints specificaliy:

On our expecmtians for mﬂmdﬂmpmdaofam a.mqit of USFAmding by DXCs: everyone
paerne lo expect an initisl cut of $1-2 billion in year ona, with slmilar cuts for several yuars, for a total of
$7 billion {n § ysars, No one In the group would change ratings dver an inital cut of $3 billion, as long
ne the § yuar waml remains the same ov less.
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On the FERC: all fosi that the ability to flat-rate per minuis charges would be helpful » AT&T and
othar (XCs a3 long R they could pass the chazgs through any way it wants. It would enable it them to
lower par-minuta rates, which is helphul to high-end users, and placa a flat charge of small users. Wealse
agread that prssing the PERC threugh thae long-dismnce bill 19 likely to rasult in more protast frem
consumers than paseing it through the loeal bill, snce many consumars make litile ues of lang distancs.
Qur graup agreed that rising the SLC would be unpopular with Congress but felt it would work beter
with consumaers thamaalves.

The group was split on our expactations of when 271 entry would eceur, with mest of us expesting
most of the antry in ‘9. The supporters af Ball stocks ware clear that thair support of those stocks relias

. mmoet on thelr balief that significant competition in the local markat will devalop slowly, much mure

slowly than the Bells’ entry into long distance in-region.

What we believe the PCC ook away frem the mesting was a sanse that accesa uts in tha §1.3 bilfien
range this year waouid be accapted calmly by the stock market, and that the FEMC would be gaad for bath
local talcos and long distance aarriers, but not for pwre CAPs.

Wae continua to expact initial access cuts in the 312 billion range, net of universal service funding.
They may wall focus mors an the terminating than criginating end.  Wa expect additianal preseriptive
cuts over the naxtsevera! yenrs uniess tha market iteell takes down accass rights significantly. We expect
a stnall faderal USP, ‘ )

We continis. to recommend purchase of AT&T (T-$41).
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Plve sall-side Analysts, including mysell, met yestayday, briefly, with Chairman Hund, and at much
granter langth with his staff, Thagoal of themesting was to get Wall Sreet’s reaction te the RCC's current
thinking about access reform and universal servica, and specifically to tast our reaction to the idess In
Chairman Hundt's spesch 10 NARUC on Rebruary 25°.

In Mo spasch, Cheinnan Hundt reitoratad d\omndplun!thohwlntcwnx\summmd
focused on some of the specific iveens that iad been raised tn the apcens Notics of Proporad Rulemaking
ONPRM, 12/34/96). Hesiared that he conaid s infrastructure competition most desirable, and helieves
the best way to achieve that is to enable new entrants to shars incumbents’ facilitias via rasale,
unbundiing, and interconnaction. He realfirmed his commitment to universal secvics, and s belisf that
accass referm must be done simulmnecusly with universal service Spedfically he stated:

Whtle he doas not belisve in sepurate fedaml and smate Punds; he is inchinad 10 avoid jurisdictional
litigation by focasing the federal Universal Ssrvica Iund (USH) an interstate revenuas only. We belisve
thatis likaly to result in a fairly small faderal USF and to be halpful to companies like Amaritech that are
net contribusaes to the Fund, and net haipful ta othars ks BellScutivar GTE thataralarge net takers from
the Fund. He continues to he comsnitied to restructuring access charges in accordancs with underlying

. costs, converting fxed cor’s currently recovared on & per-minuts basis to flat rates. He suggueted the

namna FERC, flat aguitable rate charge, for the flat rats. He suggesied that it might be impased more
quickly or to a greater degree on second residantial lines or on mulvibusiness lines than on firet residential
lines.

mnkdfwmsmwdhmdumnmng to forward looking costs, and
indiented Mudﬁtmhmumunmhﬂmdmmmnpﬂynmwnm
where the consumer has a cheice absut his local cartier than at the tarminating end, whavs the consumer
in at the merey of someone elew’s choiea. He also indicatad that initial acesss rade cuts at the ariginating
and sught be smaller than at the termingting end.

Like the accase cuts, the USP may be phased in. hmﬁdﬂ@mﬁnﬁdﬂdmu this
simultaneous process, he balieves the profits Joca) companies maks from, wirelass, publishing and long.
distance shauld be considered as cffests te the “Iakings” from the cere business.

He alse comnentad with regard te Ball in-region long distancemniry (section 271 antry) that he looks
to the stnees for & recerd on competition in the state and that moq-nhtyafthcne“mwuby anch
3010 COmMIBEION May be mors impartant than the vote that camimission casis.”

The sall-sids group, aAlmost All of wham currently are recomunending RBOCs any other LECs rather

thmmhlmdMuﬂumwununmmnmwmwﬂdp

On our expecmtions for the finanein! mpumdoofmm u.mqh of USF Aunding by XCs: everyone
seerne io sxpect an initial cut of $1-2 billion in year one, with slrniiar culs for several years, for a toml of
$7 billion {n § years, No ane In the group would change ratings dver an initial cut of $3 billion, as long
ne the & yuar woml remains ths same ov less.
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On the FERC: all feel that the ability to flatrate per minuse charges would be helpful to AT&T and
athar DXCs as long as they could pass the chargs through any way it wants. It would enable it them to '
Jowss par-minuta rates, which is helpful to high-end users, and placaa flat charge of small users. Waalso '
agread that passing the PERC threugh the lang-dismnce bill 19 likely to result in more protest frem :
consumers than passing it through the local bill, smes many consusnars make little ues of lang distanca.

Qur graup agreed that raising the SL.C would be unpopular with Congress but felt it would work bettar :
with consumars themaalves. i

The group was eplit on our sxpeciations of when 271 entry would oceur, with most of us expesting i
mont of the entry in ‘98. The supporters of Ball stocks wers clear that their support of those stocks relias :

. moet on thair belief that significant competition in the local market will devaiop slowly, much mure
slowly than the Bells’ entry into long distance in-reglon.

. Smasa

What we believe the FCC took away frem the mesting was a sanse that ncoesa cuts in the $1.3 billien
range this year would be accapted calmly by the stock market, and that the FERC would be good for bath
Jocal talcos and long distancs carriers, but not for pure CAPs.

We conlinue to expact initial access sula in tha $1-2 billion rangs, net of universl servies Amnding. .
They may wall focus mors an the tarminatng than criginaing end. Wa sxpect additional preeeriptive !
cuty aver the next saveral yanrs uniess thlmkonudf takee down accass rights significanty. We swpect i
a sl federal USF, |

We continua to recommend purchass of ATET (T-641).
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MORGAN STANLEY
Equity Research

iefing Note

nm.nn.nu.mu GST, KIX, ICG, IXC, MCIC, MCLD. NYNL’AC.SBC.T TCOE, USW. wCll, wCoM. Us

Peter Kennedy (212) 761-8033

KEY POINTS

Yesarday we mex with the FCC to discuss actess reform
add univerml swrvice. The RCC was lookieg far Wall
Sueees sxpectations end reactions to vaxious cutsomes.

Although the procoss is still fuld, we believe this Diawing
combined with owr intssprotation of Chalrman Resd Hundt's
tecent speach to the National Axsocisrien of Ragulstory
Lrility Comissioners has given us 2 better scase,
divectionaily, of whers the Commission is going.

As you recall. the 1996 Telacom Ast reqguirad that the
Universal Foad, a8 explicit subsidy fund, be sabancad 1o
support telscommunications serviass for low income
houssholds, high cost arces and subsidize public schools,
Nbrasies cic. Today these subsidies are primarily achisved
duough inplicit support mechaninns (sccoss revonues).
The goal of the FCC bas bess 10 resructers e support
meehanisms from implicit to asplicit subsidias, This is why
sccass reform and universal service are so nlertwined.

Accaw Referms.

According o FOC repons, in 1995 thars was 5315 forin
sccass chagges peid  the losal sxchangs providers. This
cansims of $7.18 in endawr revents with the romaining
revenuss are darived from originating and terminating per
mimste access charges paid by the inter anchangs cariers
(IXCa)- Todey, saflic ssasiive a0oasy rases am jus bulow
$0.03 per minute. Thess acueus taias heve hisworieally aever
been based on cast bux have bosn weed o subsidias other
high asst compousas of the Jocal aetwork. The FOC
intonds W drive intar-scue access tams down 0 cox over
soms timo period.. With curseat sstimasss for forward

Date: March §, 1997
Type: Indusry Overvisw
looking amic coms coming (n at 30.004-50.01. thece is
a SAp betwesp cxsTent trifls aad cost
prejoctibas.
ve this reloem will bs realised dyongl teo

fosts s 20t trefiic sensitive and should indaxd be n
5t [ast=d of paying a per minus charge, LD
grx will pay a fixad cost per pro-subseribed live.

. muuuumamm

#ie CLECS, we believe (his is slighdy negative in the
. By piasing mere of the revenue inio fixed pee
303, it disincants the cremmn skimming of bigh cad

srucaxing is stighdy fevorable for the RBOC:
usdn-m:_mumb
cag( the benefit of sccess volums growth ia the network.

This snmenadun is based 00 information salinhls © @
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We 2ieo baltisve there will be substanslal reducdons in la ths intcrcosaection rales but we slve selicve
access Tsins driving the wafTic swasidve portion down this is & st of posusing by the FCC. The rural statss with
$0.005-50.01 range aver the naxt chree to five years. We less vevermes and higher cnis
balicve that thess rates Will be redusad trough & Muo\Mhmwﬂm&hﬂM
combisetion of regulatory cuts and prescribad miniems for B of the revenus concongasion in the top 10 stacss,
market hasad reduction, with pardoular emphass on we beligve that the majarity of States would benefht frem
tsrmioating aocess. ane fund.

Implications

- Agzin this {a n posizive for the long disancs providess 1o
the sxoent retall prices remaia stickisr zd do not decline as
fast 28 sooesm.

- For the CLECs this is & slight asgative bacauss of their
anditiconl CAP business which relisd beavily o sccess
razs. The CLEBC o Dial tons businsss is lass impacesd
becaass of the diverse rovenus stremms of Jotal. ol xnd
8Ca08.

« The RBOC;s should faal presams S0M 2y sighificant cins
in nsoass. Lk is their most peofimble evesus, with 00% +
mugns. Te the sxwet that the sccess seductions aze hos
supplementad with Universel Servics payments, thess
reductions wiil virtoally al) fall co the boom lios.

Universal Segvica Fand

The exact sias of the fand has yat 1o e desermined, bR it
appuars o be substantially iess thaa the presenc implicit
fond. Cunrently ths Cammission esthmetes thes these is
$238 in mcess chirges that s fowing 10 Iocumbent locel
sxchange cacviars (JLECs) Grom IXCs.  The coaention thes
hat arisen i3 how much of the socws revenum go towands
real costs snd bow largs thould the new explicis subsidy be.
The ILEGs belisve they should be kupt whals oy cless w
whols, whils de IXCs think the sxplicit fand should be $5-
10B. We belisve the Steac is anticipsing the fond will end
up in the S108-158,

The FCC is curreanly ih nagatiations with the Stite PUCs on
just how © appronch the fupd. Will dhere be two separae
funds (Inre-state aid Iersaie) or oms incgs uaiversal fand?
The FCC's posiden today. is thas unless theys is consensms
smoug the Staws, the POC will just e «n interstass
universal fand and les the Stases fend fox themsalves on the
shordalls. We beliove the FCC is a bit sy after the Scs

Fixed Charge - With the raductions in eccess, the FCC bas
another paymeu: meshagism o suppor the

universs! fund. The machanisp e is cutrently being

i is a flaz vz, called the flat and equitable rae

: basad ow pre-subscribad lincs. The charge:

ghably aot bs equal for all lines, muld-nes and

no local or incastate reveanes will be affacted

hm«iwaummmm
inua ILECs mere thas the CLECs. Ta mguris ta

aniversil services coniridutions, if the FOC desitics oa an
s fond ouly, CLECS will not have w congibwe say
st from its core base. Thase CLECs with 3 large
portion|gf LD revenxcs will be bansficiarios of this refocm.

|
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ILECs

Accats rass reductions should eat inae profitsble mvenucs 1
with a0 complets offset by tnivarsal asvies. RBOCs will

nead 1o rely oa States for rebalanciag oc mats fum univerml y
scrvice Smds. On the pesitive side, the mariter wag sating
into the high sod businces access aad would evenmmlly bring
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KEY POINTS
Yasarday we mex with the FOC w discuss access reform

and wiverml servics. The RCC was lockieg far Wall
Suceos sxpeciations snd reactions o vasious catsomes.

Although the process is still fhuld, wo baljeve this Dasing
combinsd with ewr immpretation of Chalrmas Resd Rundy's
recent speech to the Nationa) Association of Roguletory
Lhility Comenissioners has gives ue & better »ense,
dizectiessily, of whess the Commissien is going.

As you recall. the 1996 Telecam Ast roguirad that the
Universal Foad, as explicii subsidy fund, be eabaacad (o
support alscommunications servicss for low income
househaids, high cost areas and subsidize public schools,
Nbeariss o0, Today these subsidies are primexily achisved
The goal of the FOT bas bess 0 resitucturs e stpport
mwehanisms from implici to asplieic subsidies, This is why
sccass nform and universal servics are co inlerteimed.

Accam Raforwm,

According © FOC tepoti, in 1998 thars was $31B forin
sccass charges peld ® the lacal sxchaage providers. This
consiats of 37.18 in enduwer rovenus with the cemaining
revenuss ats derived from originating and erminating per
mimss access charges paid by the inme axchangs earrien
(DECs). Today, wafiic ssasltive soonas rases e jus bulow
$0.00 per miatte. These acuess tatss heve hissorienlly sever
been based on cast bux have been yead to subeidias other
high aest compousnts of the jocal ascwork. The FCC
intands ¥ drive inter-scte access rams down 0 coxt ovey
aoxms tizne peviod.. With curmat sstimees for forwerd

gmic cosa coming (n at $0.004-30.01. thers is
F S5p betwesp current rifls and cost

tsve dhis saforn will be realized deough ™eo
4 femrustacing aad sonight raducticns.
ing - Ooo of alkornatives meationad “ves o

charges. A peridon of accuss tases tday (50.004-
what are imown as earrier common line charges.
ges wers cveated to suppon the high cost of the

gosts are 0ot refic sensitive and should indsed be =
st Instand of paying a per minets charge, 1D
gz will pay a fixad cost per pre-subscribed lioe.

. By placing mere of the revenue into fixed pet
0083, it disincents the cremn akimming of high cad

lsucaxriag is stighty favorable for the RBOCs
canss this doss disincent crenem skimming bt it also
cag the benefit of sccess volume growth ia the dctwork.
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We aleo batisve thers will be substantial reduedons in
sceess Tl driving the wafTic esnsicdve portien down o
$0,005-$0.01 range over the naxt theee to five years. We
belicve that theas rates will bs reduend drough &
combinesion of regulatory cus and prescribed wminitems for
markes basad redoction, with pardculer emphtss on
terenioaling 8o0ess.

Implications

- Again this ia x positive for the long dismacs providers 1o
the sxceot rutall pricas ragmeia sdekisr 2ad do not declioe as
fast 29 sooamm.

- For the CLECs this is 3 slight aagative bacauss of their
anditiconl CAP business which relied beavily op sccess
rans. ‘The CLEC o Disl tons business is less impaced
becaase of the diverse roveans seeams of Jotal, toll and
ecess.

« The RBOCs should fagl pressuss S0m agy sighificant cuis
in agoass. K is their mos peoimble vevenns, with 008 +
mugas. Te the azmns that the accees seductions are not
supplementad with Universal Sexvics payments, these
reductions will vistaally all fall o the bontom lios.

Universal Seevica Fund

The sxacx sise of the fand has yat o bs desermined, b it
appuars (o be substantially lass that the present implicit
fsnd. Caxrently the Comxxission sstimews thes thess is
$23B in ancess chirges that s fiowing = Iocamben: local
exchangs carxiars (ILIBCs) from IXCs.  The coatendon thas
has arisen is how much of the sccess revennss go WIS
real costs and  bow large thould the new explicit aubsidy be.
The ILECs belisve they should bs kept whals oy closs
whole, whils the IXCs think the explicit fond shouid be $3-
10B. Ws balisve the Swost is ansicipusing the fund will end
P in the 5108198,

The FCC is curreguly ib negatiations with the State PUCs on
juat how o approash the fond. Will there be two separee
funds (Intra-state abd Inserstacs) ar ons kacge universal fand?
The FCC's pogitien today. is that waless there is consensus
mmoag the Staks, the FOC will just . «n interstas
universal fland and Jot the Stases fead far themanives on the
shordalls. Wa beliove tha RCC is & bit sy after the Scas
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lawswi ths intercoancction roles but we alye >elieve
this i 8 i ofpuudughydum. The rural staiss wigh
less reveunes and higher cnms

would be batier off with one Fedaral Faud.
B of the revenus concontgacion in the top 10 statss,
we belicye that the majarity of Staies would benefhs from
ane fimd.

Fixed Charge - With the raductions in eccam, the FCC has
another psymest meshanism o suppon the

univers: fund. The machanism et is cuczently being

i is 3 flox raze, called the flat and equitable race

: based ce pre~subscribed linss. Tho charge

bly not b equal for all lines, muld-lines and

.wcﬂuhlﬁ&’.ﬂypﬂﬂh

pecagons- The CLEBCs will be impactad by acosss
bat these reductions will be phased in tad will

services conpidutions, if the FOC desilias ca 20
alk fond oaly, CLECS will not have 1o consibus mny
} from its core base. Thase CLECs with = lasge
gonieq[ LD revenncs will be bensficiarios of this reform.
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KEY POINTS

Yesarday we me with the FOC o diseuss aczets reform
and universal service. The FOC was locking far Wall
Sueess axpectations end reactions o vixious cetsomes.

Although the process is still fhald, we balisve this thesding
combinsd whh owr inipretation of Chalrman Resd Funde's
tecent speech to the National Amsocisrion of Rogulatory
Lhility Commissiogers has given ua a better scuse,
directiopaily, of whars the Commiseion is going.

As you recall. the 1956 Telacom Act reguised that the
Universal Foad, a8 explicit subsidy fund, be eshanced (o
support telscommunications setvicss for low income
househalds, high cost arvas and subsidize public schools,
librariss cxc. Today these sebsidies are primmily achisved
tuough nplicit sapport mechasinns (accass rsvenues).
The goal of the FCC s baso 0 restiuctuss the support
mwshanisms from irmplicit to asplieit subsidies. This is why
sccass reform and universal servics are 5o inleteined.

Accuw Raferm,

According o FOC repors, in 1995 thars was $31B foxin
sccess chagges peid w the local sxchangs providers. This
cansinty of $7.18 in endumr revenus with the remeining
revenuss ate darived from originating and erminating per
mimste access charges pald by the inser axchange carriers
(OXCs). Today, saflic ssasltive anonas rases s jus bulow
$0.03 per mintite. Thess acesss taces heve hissorieally sever
been based on cast ux have bosn uad © subsidias other
high aest components of the jocal asswork. The FOC
mtands W drive iacer-stue access Tats down %0 comt aver
aoms tmo peviod.. With curaat astimesss for forwand

omic cosa coming (n &t 30.004-30.01. thess is
Y 29p betwesp aTeat trifls aad cost

chargas. A pexiion of accuss taess todey (50.004-
what are Imown m earzier common line charges,
varges wers crested to suppon the high cost of the

gouts are 0ot refiic sansitive and should indaxd be a
crst. [natead of paying a per minws charge, 1D
ore will pay a fixad cost per pre-subscribed lins.

mﬂnuumamm
valums demand while keeping & Swater pasdoa

. By placing mere of the revenue ialo fixed pee
aes, it disincents the cresm akinuming of high cad

ng is slightly favorable for the RBOCs
Aty disincent cremn skimming but it also
cas! the benefit of sccess volume growth is the actyork.
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acoess Taias driving the waffic ssnsidve portion down o this is &il!eﬁ.ﬂﬂ. The rural staiss with
$0.005-S0.01 range over the haxt three ta five years. We less Teveunss and higher coms
belicve that theas rates will be reduasad dirough & structus would be better off with cne Fedaral Faud.
combigation of regulatory cuts and prescribed misiems for B of the reveaus coacontration in the top 10 statss,
al.!_.llg with pardcular emphssss on
Implicasions

- Agnin this la !Sﬂne!gﬂcias

- For the CLECs this is 3 slight negative bacasiss of thelr
unditioanl CAP business whiah relied beavily on sccess
rans. The CLEBC or Disl tons business is jess impacesd
becauss of the diverse rovenss seams of Jotal, il and

magns. Te Ue ezuex that the secess reductions aze ot
supplementad with Universal Sexvics payments, thes
reduv~iobs will virmally all fall oo the bozom lios.

Dalvessal Segvics Fund

The exact sise of dhe fend bas yat o bs desermined, b i
appuars 1o be subitantially leas thea the presesc implicit
fund. Cusrently the Comunission sstimesss thes these is
$23B in access chirges that xse flowing 1w locumbent local

| 4
aaln-nluluﬁhn- from IXCs. The coasention thes houg imi

real costs and bow large thould the new explicit subsidy be.
The ILBCs belisve they should be Jupe whale or class
whole, whils che IXCs think the sxplicit fond should be $5-

10B. We inlisve the Stweet is anticipming the fund will end

9p \n the S10B-158,

just how to appronsh the fond. Will thexe bs two ssparem L
funds (Intra-state aid Inserscats) or oms kaxgs universal fand? OB
The FCC's poaitien toduy. is tha: unless there is conssnms .
smoug the Staws, the POCC will just rwn an interytaie

universal fiand sdd Jat the Stases Sead for themsalves on the
shortalls. Wa beliove tha FCC is a bit shy after the Stas
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Accass tam teductions should eat inge prafitable mvenucs 4
withk 20 complets affsst by univerml amvies. RBOCs will 1
nead 1o rely oa Staiss for rebalanciag or sats fum univerml 4
scrvice fands. On the pesitive side, the mariosr was aating .
into the bigh sad businces sccass end wenld overmally bring
down razes with no tebalancing. Pl rams will eass soms of

the cream siGaming. i
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S 15 Analyst: Frank J. Governall, CFA

Equity Resserch industty:Telacom Sarvives
Breadoast - Al Offices Telephone:(207) 780-6210
Coda: A Date:March 10, 1997

Industry: Telecom Barvieas
Subject: Mesling with FCC Staif & Chalrman To Discuss Access Raform and Univerael Service

Ralinge: Ne Change

Summaery .
On May B the FCC must iasue its order on Access Charge Reform and Universal Sevice funding. The FCC
wants to keep the Street's expectations in line with reality, and to insure it is aware of expectations - thus
mectings have been conducted with the Strest. The FCC is not telling people what it intends to do, but rather
reviewing the various options. Our meeting yesterday provided no basis to change our current view on access
charge and Universal service reform: we conlinue 1o belisve that access reform will trim annual LEC revenues by
$5 to $7 billion (nex), by the end of & 3 1o 5 year transition period. Universal service fund would be 36 to $8

| billion. Reformed access charges will be comerisod of fixed per-line chirge. combined with usage sensitive fee.

¢  Meeting with PCC Staifers with trfef visit by Chalrman Rundt. Yeiterday, February 26, we, along with
four other sell-siders, met with RCC senior staffers and briefly with Chairman Reed Hundt. The avowsd
purpose of the mesiing was to gauge the eapestation of Wall Seet to various policy options in the FCC
arssnal regarding access reform and universal secvics. The FCC has been holding these meetings, and will
hold others, to ensure it is adequately considering all options in its policy development, and o insure the
Sireet iy wot in loft field ax it relaies to expectad outoomes. This is a smart move by the FCC, of course
assuming, federal policy is no” being dictated by stock prices - which of course it is not, By May & the FCC
is required to come up with s order on access charge reform and universal sarvice funding. The task is
deunting and the implications profound for the industry. Thess issues gut af the very haart of U.S. t2lecom
policy and will bs two of the prime detarminants of whether or not competition successfully encars the local
srona. (The others arc the inlerconnect ryles and the timing of RBOC eniry into long distance.)

» Huadt Lays Out Policy Principles In Presentation to NARUC On February 25. On Tussdsy Chairman
Hundt presented and outline of policy priorties and principles (o the National Association of Regulated Ulility
Commission. It is useful to consider his points, becauss it was this speech that was che backdrop for our
discussion with the FCC officials on Wednesday. First, Hundt reinforced the notion that aecesn charges need
to gee down 10 forward looking sosts. Second, that the recovery of costs had to be done on s basis that
encouraged competition and reflecisd the economic incurrencs of cost. Thus, he supported the joint Board
recommendation o callect access on both 2 fixed and variable basis - 1 fixed monthly per line charge
combined with a lower usage element. Third, he reconfirmed hix position cthas the LECs should not be assured
of fully recovering historic costs in access reform or interconnection. Fourth, he reconfirmad his commitment
1o 2 iransitional implementation of reduced access chargex (not a dislocating flash sut).

¢ Ne suggestion of revenue acutral reforma of accms charges. Recently there have been stories circulating
that wecess reform will and up being a “revenueneutral™ transition for the LECy, We definitely did nol hear
this yssterday. There can be several interpretutions of what revenue neutral means. By our definitian, it
means that access charges themss)ves are changed in such a way as 1o not effect the net revenue collecied for
access. Thus, based on our discussion yesterday, we continue w believe thuz acosss charges will be cus,
producing 8 net reduction in revenwe to the LECk on an annual basis of $S to $7 billion by the end of a thros
1o five year transition period. We cxpect the 1997 cut, and subsequent additional cuts to (ol St (o $2
billion, adding up to the total $5 to $7 billion.

13 S, URGer nS cisnimuioruna & | 10 Be uoer o sernidnsnd a0 oh offer t0 008, of & salictintion of any offer o By, i
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' " We have nak and do not view this lsvel of dccesx cuts 1o be dramatic. This lavel of cuts is in line with the
revenue reductions shearbed by the LEC industry in thair anmual price cap adjustments. This level of cuts
cerinly holds down revenue growth, but it in no way compromisss their ability to fund capital mvestment
snd maintain the local necworks, which is & key concem of regulaiors and politicisns,

The FCC is commited to changing the way access charges are collected. The agency wanis 1o maks the
method of collection mors reflective of the way in which costs are incyrred by the LECx. Thus. it wants to
gt away from collecting the access charges pursly on a ussge sensitive basts. The FCC is supporting the
Joint Board’s recommendation to make access charge colisction s combination of 1 fixed monthly per line fee,
and 8 smaller usags senailive component. Just us accesx clurges wday are collected dirsctly (rom the Jong
distance carmiers, these newly formuluied access churges will still be collected directly from long discance
carriers. And, just as long distance caviers make their own decisions today on how 1o recover their access
costs in pricing to end users, they will do the same in the (Utuce. Thus. if the per line chargs ends up being
52 per month for standand telephone lines, (a reasonable jevel) the long distance carviers would be able 10
make the choice whether to pass this fes directly 1o consumers, or to sorme how maik it in their long distance
ritcs. :

o Implicetions of A Fixed Per Line Charge Combined With s Usage Seasitive Componest. The changs in
the way access charges are collected has positive and negative consequences for both LECs and new entrants,
For the LECs, the positive is that it will remove some of the opportunity for competitors to cherry pick high
cad customers, who generate 8 lot acceys revenues through long distance calling. The negetive is that with a
smalier usags sntitive churgs the LECy won’t enjoy 8 much of 8 revenue pick-up with volume growth. Fer
CAPs the ne' regime would taks away some of the opportunity for cherry picking at the top. But as Reed
Hundt said yestarday: “we want :0 lum CAPy into CLECs* (Competitive Local Ezchangs Carriers.) The
opporunity for CLECs remains undiminished by this changs, Similirly, for long distence cutiers, eagsr 10
become CLECs ihis change would not be significamt. For Jong dixmanca carviery the key issus is the size of the
access revenue cut. ot 50 much lts distribution. However, if long distancé carticrs have to pay & high per
line fee, then vary low end customers become unattructive. If a cusrent pre-subscribed cusiomers makss little
to no long distance calls, than the carrier will want to drop this customer, since the revenue might not even
cover the per line fee.

o Implications For Stacks, We continus w0 delicve the growth autlook for the RBOCs is & 3% to 7% growth
rate. This is bused on the level of access cuis described above, satry into long distance in the second haif of
1998, and competitive pressures sianting in the second hall of 1997. With this outiook. we think the RBOCs
have gotien ahead of themselves recently. On the long distance side, there is no “group call.” 1ts company
specific. This is also srue for the CLECs. Companies that can oparate succassfully in Uw current
environment, and uransition sucesssfully 10 full service operators will be winners.

mmmam'iw:wnmmmmwc'smm. We think
these comments can help naderstand the FCC's current pasition on 3 variely of toples.

Pro-Compertirion ... masns we want 1o promots all compativiors and competitive siruregies.
sven-handedly and Indsifferenily, as opposed to following the Unired Kingdom model and
promoting specifically ang unevenly alternarive infrastructure development by the cable
indusiry, or & single facilitles-bused long distance carrier like Mercury

Our choice of being pro-competitivn ins1egd of being pro-eny specific competitur is why we
sl the ssate end federal level are supposed ra yuaranies all three of the basic rights of new
ensraas under tha Act: buying at wholesals, leasing elemeonrs, and interconnecting fram new
Jocilities, Effactive enforcament of all thres righis is necestary 1o expedise the entry of new '
compentors inso the local exchange and access narkets.

Our vigilance in enforcing thexe righis is essential becguse the scope of the challenge facing
Rew enlants is quite broad. In avery single existing service tecritory the markes ix dominaited
by one compeny - the hisreric monopolisi.

... think that our 1arger is claor; over iime lowering wraffic sensitive intersiare access
charges 10 forward looking cost and restructuring the cost recovery such that prices charged
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We laxanat end do not view this level of access cuts 10 be dramatic. This level of cucs is in line wich the
revenue reductions absorbed by the LEC industry in their annua) price cap adjustments. This level of cuus
ceraialy holds down revestie growth, but it in no way compromises their abilicy to fund cagital investment
and maintain the lacal networks, which is & key concern of regulaiors and peliticians.

The FCC is committed to changing the way uccess charges are collestad. The agency wants to make the
method of coliaction mare reflective of the way in which costs sre incurred by the LECs. Thus, it wan(s to
get away from collecting Lhe accens charges purely on a usage sensitive basis. The PCC is supporting the
Joi Board's recomenendation to make accesx charge collection s combinasion of  fixed manthly per line fee,
and a unaller usage sensitive camponent. Just a¢ access charges today are collectad directly {rom the long
distancs carviers, thess newly formulated access chacges will still be collected dirsctly from long distance
cariers. And, just as long distancy carriers maks their own decisions oday on how 10 recover their ascess
costy in pricing to end users, they will do the same in the future. Thus, if the per line chargs ends up being
$2 per month for sandard telaphone linss, (3 reasonabie level) the long distancs carriers would be able 1o
make the choice whether to pass this fiee directly to consumers, or 10 some how mask it in thair long distance
rales. ‘

¢ Implications of A Fixsd Per Line Charge Combined With a Usage Sensitive Component. The change in
the way access charges ars collected has poiitive and negalive consequencss for both LECs and new entrants.
For the LECs, the positive is that it will remove some of the opponunity for competitors (o cherry pick high
end customers, who generats s lor access revenues through long distance calling. The negative is that with a
smaller usage wnsitive charge the LECy won’t snjoy as much of a revenus pick-up with volume growth, For
CAPs the new regims would wks away some of the opportunity for cherry picking at the top. But as Reed
Hunds said yesterday: “we want to tum CAPY into CLECs" (Competitive Local Exchange Carviers.) The
opportunity for CLECs remeins undiminished by this change. Similarty, for long distance carriers, cager to
become CLECs this change would not be significant. For long distance casriens the key issue is the size of the
access ravenue cul, not 50 much ies distribution. However, if long distance carriers have to pay 1 high per-
line fee, then very low end customers become unatiractive. If a current pre-subscribed cusiomers makes little
to no long distancs calls, than the carrier will want to drop this customer, sincs Lhe revenus might not sven
cover the per line fes.

o Implicatiens Fer Stocks. We continue to beliove the growth outlook for the RBOC is # 3% to 7% growth
vate. This is based on the lcvel of access cuts described above, antry inlo long distance In the second half of
1998, and competicive pressuras starting in the sacond half of 1997. With this outlook, we think the RBOCs
have gotten shead of themselves recently, On the long distance side, thers is no “graup call.” Its company
specific. This ia also true for the CLECs. Companies that can operate successfully in the current
environmenz, and wessition sucoassfislly 1o full servies operators will be winners.

Excerpts Prom The Chairmsn’s Spesch : we've lifted quotes from Reed Hundt's spessh below. We think
.these sermments cah help understand the FCC's curreat position oa & variety of topics.

Pro-Compatition ...means we wans 1o promote all competitiors and competitive siruragiss,
evenrhandedly and Indeifferensty, as opposed to following the United Kingdom modsl and
promoting specifically and unevenly alrernative infrasiructure developmen: by she cable
indusiry, or a single focilities-based long distance carrier like Mercury

Owr choice of being pro-compatition instead of being pro-eny specific competitor is why we
at the ssate and foderel [evel are supposed to gusrantee all three of the basic righis of new
antrants under rthe Act: buying at wholesale, [easing slements, and interconnecting from nsw
Jucilities. Effective enforcement of all three righis is necessary 10 expodize the sntry of new
compessiors into the local axchange and access inarkeis.

Our vigilance in enforcing 1hase rights is assentiul because the scope of the chalkenge fating
new enlants it quite broad. In every single existing service lerritory the markes iy dominated
by one company - the hinnric manapolist.

...J think that our target is clear; over time lowsring trqffic sensitive intersnare access
charges 1o forward looking cost and restructuring the cost recovery such that prices charged
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she way in which cests are incurred by LECs. That's what would heppen in a
Mnmmmunmuummmmumamqwn
. compesition. Whors and whan the market for ¢ particular access rergice is workably
access prices should be set by them erksi, not by government. The big qeustion
in acoars reform is nos our iorges, but hew - and how fasr—~we gei there.
This inglicient pricing [of access| discourages broad entry by new entronts (becsuss
revenuss e soncenirared in high valume wsers) and detars usage of long diseance (becanse
is iz pricad arnificially high).
To get from whers we ore today 10 whare we would like to be, the Joint Board thought we
Mmmuﬁcm&wehrgnwﬂarcumuahpadulx&bytln
LECs. We're calling this the flat and equirabls rate charge or FERC...
... Wa 31ill have 10 decide how much usage-based charges should be reduced on what we call
Day One, the effective date for the changas in our access reform prder, and how long we
shold rake 18 phase in (he rast of the reduction reguired m ger 1o forward loaking costs.
Nor iz it obvious that FERC oughi 10 by imposed on all access lines.
In terms of rete levels, we may wish 10 have differans approuchas for originating and
termingling uccess charges. There reems 1o be broud consepsuy among scomomists that
origineting access rates will exparience significantly more martket pressure than rerminating
eccess.
The combinad cffecs of the changes I'm discussing here todayis 1o toke 4 signficen: ssep
roward gemting eceess charges ro cost immediately, with the Sulk of additional reductions
coming larer, ever ime.
As 10 future access reductions, it will be critical 10 set in motion a predicsable procass in owr
opder thet will reduce access 1o forward lpaking econpmic cost within a reasonuble time
period.
...wa also intend 10 address 1he question of LEC recovery of hirwric cosrs...| do aos believe
howaver, thar we shol dbegin the inguiry into the historic coit issue with the supposition thas
the LEC iz necessarily guaranteed as @ matter of law a compizie cenainty of recovering al
such invastment. Takings is centainly one of our concerns here. but we must acs forges
“givings”. Ler me mention three: first, giving the LECs cellular licenses worrh billions;
second, giving LEC: yatlow pages publishing oppormunities (aiso worih billlons); and third
giving LECs the oppornuniry 10 amer long disiance, where they can lsverage rheir regulared
locel asser.
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Industry: Telecom Services
Subject: Mesting with FCC Siaif & Chalrman To Discuas Acoses Rafarm and Universal Service

Ratings: Ne Change
Summnary

On May 8 the FCC must iasue its order op Access Chargs Reform and Universal Service funding. The FOC
wants to kesp the Strest’s sxpectations in line with reality, and (o insure it is aware of expectations - thus
mectings have been conducted with the Strest. The FCC is not telling peoplc what  intends to do, but rather
reviewing the various options. Our mesting yesterday provided no basis ta change our current view on acoess
charge and universal ssrvice reform: we conlinue (o belisve Lhat access reform will trim snnual LEC revenues by
$5 to $7 billien (nex), by the end of & 3 10 5 year transition period. Universal service fund would be $6 to $8

| billion. Reformed access charges will be comprised of fixed per-line churge. combined with usage sensitive fee.

¢ Moeeting with FCC Staflars with brief visit by Chairman Handt. Yeiterday, February 26, we, along with
four other sell-siders, met with FCC senior staffers and briefly with Chairman Reed Hundt. The svowsd
putpose of the mesiing was to gauge the sxpectation of Wall Surwet {a various pelicy options in the FCC
arssnal regarding access reform and universal servics, The FCC has been holding these meetings, and will
hold others, to ensure it is adequately considering all options in its policy development, and o insure the
Strecz is wot in Joft field as it relales lo expectad ouloomes. This is a smart move by the FCC, of cournse
assuming, federal policy is not being dictated by stock prices - which of course it is not. By May 8 the FCC
is required to come up with its order on accens charge reform and universal sarvice fiiding. The task is
daunting and the implictions profound for the indusiry. Thess issues gat o the very heart of U.S. tlecom
policy and wil) be two of the prime detsrminants of whether or not competition sucesssfully entars the local
arona. (The others arc the interconnect rules and the timing of RBOC entry into long distance.)

» Huadt Lays Out Policy Principles In Preseatation to NARUC On Fabruary 25. On Tussday Chairman
Hundt presented and outline of policy priorties and principles 1o the National Association of Regulated Utility
Commissions. It is useful to consider his points, becauss it was this speech that was the backdrop for our
discussion with the FCC officials on Wednesday. First, Hundt reinforced the notion that access charges need
io gee down 10 forward looking sosts. Second, that the recovery of costs had 1o be dons on e basis that
encoursged competition and refleciad the economic mcusrencs of cast. Thus, he supported the joint Board
recommendation (o collect access on both a fixed apd variable basis - a fixed monthly per line charge
combined with a lower usage element. Third, he reconfirmed his position that the LEC' should not be assured
of fully recovering historic costs in access reform or inserconneciion. Fourth, he reconfirmad his commitment
1o a iransitional implementation of reduced access charges (not & dislocating flush cut).

*  No suggestion of revenue acutral reforma of accass charges. Recently there have been stories circulating
that nccess reform will end up being a “revenue-ncutral™ transition for the LECy, We definiiely did nol hear
this yesterday. There can be several imerpretutions of what revenue neutral means. By our definition, it
means that access charges themsajves are changed in such a way as to not effect the net ravenue collecied for
access. Thus, based on our dixcussion yesterday, we continue  believe thut access charges will be cul,
producing a het reduction in revenue (o the LECs on an annual basis of 55 to $7 billion by the end of a three
io five year transition period. We expect the 1997 cut, and subsequent additional cuts to total St 1o $2
billion, adding up to she taral $S to 57 billion.

sunghy. Whie P Inlarmpiion Mmmmm-umnbuunm_—iml uanb
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" Wa have nat and do not view this level of acoess cuts 1o be dramatic. This lave! of cuts is in line with the

revenue reductions absarbed by the LEC industry in thair annual price cap adjustments. This level of cuts
cerwinly halds down revenue growth, but it in no way compromlises their ability to fund capital investment
and maintain the local networks, which is a key concern of regulators and politicians.

The FCC is commitied to changing the way access chargss are collected. The agency wanis to maka the
method of collection mors reflective of the way in which costs are incucred by the LECx, Thus. it wants to
got away from collecting the access charges pursly on s usage sensitive basts. The FCC is supporting the
Jomt Board’s recommendation to make access charge collzction a combination of & fixed monthly per line fee,
and 8 smaller usags sensilive componens. Just us accesy charges woday are collected dirsctly from the long
distance cerviers, these newly formulaled access churges will still bs collected directly from long discance
carriers. And, just as long distance carviers make their own decisions today on how (0 recover their access
costs in pricing w end users, they will do the same in the funire. Thus. if the par line chargs ands up being
$2 per month for standand tslephone lines, (a reasonabie igvel) the long distance carviers would be able 10
maka the cholce whether o pass this fes directly to consumers, or to some how mask it in thair long distance
rates. .

Implications of A Fixed Per Lins Charge Combined With s Usage Seasitive Componest. The change in
the way access charges are collected has positive and negative consequences for both LECs and new entrants.
For the LECs, the positive is that it wil) remove some of the opponunity for competitors to cherry pick high
cad customers, who generats a lot access revenues through long distance calling. The negutive ix that with a
smaller usage eensitive churge the LECs won't enjoy as much of 8 revenue pick-up with volume growth. Fer
CAPs the ns'w regime woilld aks away some of the oppartunity for cherry picking at the wop. But as Roed
Hundt said yestarday: “we want to wm CAP into CLECs" (Competitive Local Exchangs Curviers.) The
opporunity for CLECs remains undiminished by thia changs. Similirly, for long distence cuitiers, eagsr 10
become CLECs this change would not be significant. For Jong distancs carriers the key isaus is the size of the
acceas revenue cut. ot 30 much its distribution. However, if long distancé carviers have to pay « high per
line fee, then very low end customers become unatiractive. If a current pre-subscribed cusiomers makas litle
to no long distance calls, ihan the carrier will want to drop this cusiomer, since the revenue mighk not even
cover the par line fee.

Implications For Stocks, We continus 10 helicve the growth sutlook for the RBOCs is 4 3% to 7% growth
ratc. This is bused on the level of access cuty described above, catry into long disiance in the second Laif of
1998, and compmeitive pressures starting in the second hail of 1997. With this outlook, we think the RBOCs
have gotien ahead of themselves recently. On the long distance side, there is no “group cull,” Its company

" specific. This is also srue for the CLECs, Companies that can operae succsssfully i the current

environment, and ransition suceessfully (o full service operators will be winners.

m»—mm-ismzwummmuumdwwm. We thiak
thess comments cap help uaderstand the FCC's current position on a variety of topies.

Pro-Campetirion ... masns we want 10 promote all compatitinrs and competitive siruregies.
even-handedly and indeifferenily, as apposed io foliowing the Unired Kingdom model and
promoting specifically and unevenly alternarive infrastructure development by the cable
indusiry, or ¢ single facilities-based long distance carvier like Mercury

Owr choice of being pro-competition instead of being pro-eny specific competitur is why we
ot the steie end foderel level are supposed o guaranies oll three of the basic rights of new
enironis under the Act: buying al wholesals, leasing elemenrs, and imerconnecting from new
Jacilivies, Effactive enforcemens of all thres righis is necessary 1o expadite the entry of new '
compentors imo the local axchange and access markets.

Our vigilance in enforcing thase righis is essential becquse the scope of the challenge facing
Rew entants is quite broad, In every single existing service teeritory she markes is dominated
by one compeny - the higtoric monopolist.

...1 think thes our sarget is claar: oves 1ime lowering traffic sensirive intersiare access
charges 10 forward looking cost and restructuring the cost recovery such that prices charged

- v
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We lnanct snd do ngt view thiy level of aceess cuts (o be dramatic. This leve) of cuss is in line wich the
nw%styﬂnLECiMmthumnlnhupﬂjuﬂm This level of cues
cerainly holds down reveatie growth, but it in no way compromises their ability to fund cagital investment
and maintain the local networks, which is a key concern of regulators and politiclans.

The FCC is committad to changing the way uccess charges are collestad. The agency wanis to maks the
mothod of collection mare reflective of the way im which costs sre incurred by the LECx, Thus, it wans to
get away from collecting he accexs charges purely on a usage sensitive basis. The FCC is supporting the
Jown Board's recommendation to make accass charge coilection s combination of a fixed manthly per line fee,
and a sumaller ysage sensilive component. Just as access charges today am collactad directly (rom the long
distance carriers, thess newly formulased access charges will sill be collected direcdy from long dietance
carriers. And, just as long distance carriers make their own decisions today on how (o recover their astess
costs in pricing to end users, they will do the same in the future. Thus, if the per line chargs sads up being
$2 per month for standasd telephone linss, (2 rcasonable level) the long distance carriers would be able 10
make the choice whether to pass this fie directly to consumers, or to some how mask it in thair long distance
raies. :

o Implications of A Fixsd Per Line Charge Combined With a Usage Seasitive Component. The change in
the way accass charges ars collected has poiitive and negalive consequences for both LECs and new entrants.
For the LECs, the positive is that it will remove some of the opportunity for competitors tw cherry pick high
end eustomors, who generats s lof access revenues through long distance calling. The negasive is that with a
smalier usage sensitive churge the LECy won't enjoy an much of 8 revenus pick-up with volume growth, For
CAPs the new regims would ks awsy some of the opportunity for cherry picking & the top. But as Reed
Hundt said yesterday: “we want to wm CAPY into CLECy" (Competitive Local Exchange Carviers.) The
opportunity for CLECs remains undiminished by this change. Similuly, for long distance carriers, eager to
become CLECs this change would not be significant. For long distance carriers the key issue {5 the siza of the
ACCESS TRVENUE Cut, ot $0 much i distribusion. However, if long distance carriers have to pay a high per-
line fee, then very low end customers become unatiractive. If a current pre-subscribed customers makes licle
to no long distance calls, thar the carrier will want to drop this customer, since Lhe revenus might not sven
cover the per lins fes.

o Implications For Stocks, We continue to helisve the growth outlook for the RBOC is 4 3% to 7% growth
raee. This is based on the level of acoess cuts described above, entry inlo long distance in the second hulf of
1998, and compatitive pressures starting in the second half of 1997. With this outlook, we think the RBOCs
have gotien shead of themsejves recently. On the long distance side, there is no “group call.” Ix company
specific. This is also true for the CLECs. Companies that can oparate succassfully in the cunent
cavironmene, and wassition sucesssfully (o full servics operators will be winners.

Excerpts From The Chairman’s Spesch : we've lifted quotes from Reed Hundt's spevah below. Woe think
. thess sornemexnts can help understand the FCC's curreat position oa & variety of topics.

Pro-Compatition ...means we want ro promeste all competitioes and competitive siruregies,
evenrhandedly and Indeifferensly, as opposed io following the Unired Kingdom modsl and
promoting specifically end unevenly alrernative infrastructure developmen: by the cable
indusiry, or & singie focilities-based long distance carrier like Mercury

Our choice of being pro-compaiition instead of being pro-any specific competitor is why we
at the nate end federel level are supposed to guarantee all three of the basic rights af new
entrants under the Acr: buying at wholesale, leasing elemanis, and intsrconnecting from nsw
Jacilities. Effective enforcement of all three rights is necessary 1o expedize the sniry of new
compessiors into ihe local axchange and access inarkets.

Owr vigilance in enforcing ihasa rights (s assential because the scope of the challenge fating
new entants i quite broad. In every single exisling service territory the markes is dominatad
by one company - tha histnric manapoliss.

...] think that our targes i3 clear: over lime iowuring traffic sensinive intersrare sccess
charges 10 forward looking cost and restructuring the cost recovery such that prices charged




compatinive markes and thus we should seek 1o emulnse this revul in the absence of such
" competition. Where and when the murkes for 8 particular access sergice is workably
campatitive, access prices should be set by them erkst, not by government. Tha big qeustion
in sccess reform (3 not aur iarges, but hew - and how fase—~we ot there.
This ingliciont priciag [of access] discourages broad entry by new entroats (beceuss
revenuss ope soncenirated in high volume wsers) and derers usage of long distance (becanse
is iz pricad antificially high).
To ges from where we ore todsy 10 where we would like io be, the Joint Bourd thought we
should move joma waffic senxitive cherges o flat ruts charges impassd on IXCs by the
LECs. We're calling this the flas and equirable rate charge or FERC... .
.- We 31il} have 10 decide how much usage-besed charges should be reduced on what we call
Day Ons, the effective dase for the changas in our access reform order, and how long we
shold sske 18 phase in the rest of the rediction reguired 1o ger 1o forwaprd looking costs.
Nor iz it obvious that FERC oughi w0 be imposed on all access linas.
hmduwkﬂsnnyﬁunmwwsﬁrﬁgmu
lerminaling sccess charges. Thers seems 10 be brow consepnsus awong sconomists that
iginahing access rmes will experience significently more market pressure than rerminating
eccess.
The combinad ¢ffecs of the changes I'm discussing heve todayis 10 lake 4 signfican: ssep
toward gesting access charges ro cost immediately, with the bulk of additional reductions
coming larer, ever lime. :
AS 10 furure access reductions, it will be critical 10 set in motion a predicrable process in owr
opder thet will reduce access 10 forward lpoking econpmic coss within @ reasonsbls ims
od
.-.wa aiso intend 10 addrezs the quertion of LEC recovery of hiseoric cosrs,..l do nos believe
howaver, thar we shol dbegin the inguiry inio the historic cost iszsue with the supposivion that
the LEC iy necersarily guaranteed as o matier of law o complere censinty of recevering al
Such invastment. Tekings is cenainly one of our concerns heve. bus we must acs forget
“sivings”. Lot me mension three: first, giving the LECs ceilular licenses worrh billions;
second, giving LECs yellow pages publishing opporsunities (aiso worth billlons); and third
giving LEC: the opporniniry 10 anter long disiance, where they can lsverage rheir reguiated
local asser.

2
sscurly. Wl Do inlermion M':-mmm:nmmnh“uauwulh of compinis end } shoud
i be fothes v 00 k. We I2y SO0 S0 10 IS Ive e of Whar pealiions I\ and buy and sall spciion refaned 10 Aerain.  This e mey Ram fims © line
gafiorm imasioan busting ar clhar sondons for, or sellell inammert berbing of sther inatneas e, By compesy menianed In i ragen
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Summary

On May 8 the FCC must issue its order on Access Chargs Reform and Universal Sesvice funding. The FCC
wants to keep the Strest’s expactarions in line with reality, and (o insure i is aware of expectations - thus
mestings have been conducted with the Strest. The FCC is not telling peopic what v intends to do, but rather
reviewing the verious options. Our mesting yesterday provided no basis to change our current view on access
charge and universal ssevics reform: we conlinue 1o belisve that acceus reform will trim anousl LEC revenues by
$5 to §7 billlon (nex), by the end of & 3 0 5 year transition period. Universal service fund would be $6 to $3

billion. Reformed access charges wil be comprised of fixed per-line charge. combined with usags sensitive fee.

¢ Merting with FCC Staffers with tictef visit by Chairman Hundt. Yeiterday, February 26, we, along with
four other sell-siders, met with FCC senior staffers and briefly with Chairman Reed Hundt. The svowsd
purpose of the mesting was to gauge the sapectation of Wall Sowet to various palicy options in the FCC
arssnal regarding access reform and universsl servics, The FCC has been holding these meetings, and will
hold others, to ensure it is adequately considering all options in its policy development, and w insurs the
Sirect is ot in left field ns it relates lo sxpected outcomes. This is a smart move by tha FCC, of course
assuming, federai policy is not being dictated by stock prices - which of course it is not. By May 8 the FCC
it required to come up with its order on access charge reform and universal sarvice funding. The task is
deunting and the implications profound for the industry. Thess issues gut & the very heart of U.S. r2lecom
policy and will bs two of the prime determinants of whether or nos competition suceeasfully eniars the local
arona. (The others arc the intsrconnect rules and the timing of RBOC entry into long distance.)

» Huadt Lays Out Policy Principles In Presentation to NARUC On Februsry 28. On Tuasday Chairman
Hundt presented and outline of policy priorties and principles to the National Association of Regulated Utility
Commissions. It is useful to consider his points, becauss it was this speech that was che backdrop for our
discussion with the FCC officials on Wednesday. Finit, Hunde reinforced the notion that accesa charges need
io gee down 10 forward looking sosis. Second, that the recovery of costs had to be done on a basis that
encouraged competition and reflecisd the economic incurrence of cost. Thus, he supported the joint Board
recormmendation to collest access on both a fixed and variable basis - 1 fixed monthly per line charge
combined with a lower usage clement. Third, he reconfirmaed his position that the LECs should not be assured
of fully recovering historic costs in access reform or inserconnection. Fourth, he reconfirmad his commitment
to a iransitional implementation of reduced access charges (not a dixlecating flash cut).

¢ Ne suggestion of revenue ncutral reforma of scomss charges. Recently there have been stories circulating
that access reform will and up being a “revenue~ncutral™ iransition for the LECs, We definitaly did not hear
this yestcrday. There can be several interpretutions of what revenue neutral means. By our definition, it
means that ascess charges themsalves are changed in such a way as 10 not effect the et revenue collecied for
access. Thus, based on our discussion yesterday, we continue o believe thut acoess charges will b cul,
producing a net reduciion in revenee 1o the LECs on an annual basis of §S to $7 billion by the end of a three
to five year transition period. We cxpect the 1997 cut, and subsequent additional cuts 1o toml St 1o $2
billion, adding up to she tacal $5 1o 57 billion.
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